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Summary 

The Patient Protection and Affordable Care Act (ACA; P.L. 1 1 1-148, as amended) included a 
provision to impose an excise tax on high-cost employer-sponsored insurance (ESI) coverage 
beginning in 2018. This provision, popularly termed the Cadillac tax, imposes an excise tax on 
ESI coverage in excess of a predetermined threshold. The tax is imposed on the coverage 
provider, typically the health insurance provider or the entity that administers the plan benefits. 

Currently, employers’ spending on ESI coverage and most employees’ contributions to ESI plans 
are exempt from income and payroll taxes. Although proposals to limit the amount of health 
insurance benefits eligible for this exclusion were considered, the ACA, as enacted, did not limit 
the exclusion for employer-provided health insurance coverage. The Cadillac tax discourages 
high-cost employer health plans through another approach. 

The Cadillac tax is imposed at a rate of 40%. This tax rate is applied on a tax-exclusive basis, as 
is generally the case with excise tax rates. That is, like a sales tax, the rate applies to the price or 
cost excluding the tax. By contrast, the tax rate relevant to an income tax exclusion is on a tax- 
inclusive basis', it is applied to a base that includes the tax. The Cadillac tax is nondeductible from 
the insurer’s gross income (or the employer’s gross income, in cases where the employer self- 
insures). This treatment is unlike other excise taxes. 

The Cadillac tax takes effect in 2018 and is imposed on plans that cost more than $10,200 for 
single health plans and $27,500 for non-single (e.g., family) plans. The exempt amount is indexed 
for inflation, and, because health costs tend to grow faster than inflation, the share of premiums 
covered by the tax and the revenue collected is expected to grow. 

This report examines several issues. It evaluates the potential of the Cadillac tax to affect health 
insurance coverage and the health care market. It also examines the expected incidence (burden) 
of the tax — that is, which group’s income will be reduced by the tax. Finally, the report discusses 
implications for economic efficiency in the context of tax administration. 

Estimates suggest that the Cadillac tax could lead to an overall decline in the quantity of health 
services as some firms reduce the size of their insurance coverage. This decline is estimated to 
range from 0.5% to 0.6% in 2018 and from 2.2% to 2.5% in 2024. Prices could fall by up to 0.4% 
in 2018 and up to 1.5% in 2024 (although costs paid by some consumers could rise due to 
cutbacks in Cadillac plans). Overall expenditure (the sum of the fall in quantity and the fall in 
price) could decline by 0.6%-0.9% in 2018 and by 2.5%-3.6% in 2024. In other words, the tax 
could result in a gross reduction of $7.6-$ 11.0 billion in national health expenditures in 2018 and 
$41.0-$60.3 billion by 2024. 

Although the tax is imposed on insurers or employers, the burden is expected to fall on wages. In 
some cases, employers will retain the Cadillac insurance plans and pass the tax on to workers in 
the form of lower wages. In other cases, employers will substitute taxable wages for insurance 
coverage in excess of the threshold, and employees will be subject to income and payroll taxes on 
those wages. Revenue projections assume the latter situation will be more common. 
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Introduction 

Employer health care plans benefit from the ability to exclude the value of the insurance paid by 
the employer from employee income and payroll taxes. This provision, known as the employer- 
sponsored insurance (ESI) tax exclusion, has been viewed by some as encouraging too much 
spending on insurance and therefore on health care. During consideration of the Patient Protection 
and Affordable Care Act (ACA; P.L. 1 1 1-148, as amended) proposals to limit the amount of 
benefit excluded from tax under this provision were addressed. 1 

The final bill did not limit the amount of benefits employees can exclude from income and 
payroll taxes, but it did include a related provision that is popularly termed the Cadillac tax. This 
provision imposes an excise tax on the cost of ESI coverage that is in excess of a predetermined 
threshold. The Cadillac tax differs from other typical excise taxes in two ways: it is imposed on 
amounts in excess of a dollar floor, and it is not deductible from the income tax. It is imposed on 
the coverage provider, either a third-party insurer or, in the case of self-financed plans, the plan 
administrator (which may be the employer). 

The Cadillac tax is imposed at a rate of 40%. This tax rate is applied on a tax-exclusive basis, as 
is generally the case with excise tax rates. That is, like a sales tax, it applies to the price or cost 
excluding the tax. By contrast, the tax rate relevant to an income tax exclusion is on a tax- 
inclusive basis', it is applied to a base that includes the tax. A 40% tax applied on a tax-exclusive 
basis is equivalent to a 28.57% rate (0.4/1. 4) applied on a tax-inclusive basis. That is, if the tax 
base is $100 dollars, the tax will add $40. The rate on a tax-inclusive basis is the tax ($40) 
divided by the base plus the tax ($140). The Cadillac tax is nondeductible from the insurer’s gross 
income (or the employer’s gross income, in cases where the employer self-insures). This 
treatment is unlike other excise taxes. (See the Appendix for further discussion). 

The Cadillac tax takes effect in 2018 and is imposed on plans that cost more than $10,200 for 
single health plans and $27,500 for non-single (e.g., family) plans. The exempt amount is indexed 
for inflation, and, because health costs tend to grow faster than inflation, the share of premiums 
covered by the tax and the revenue collected is expected to grow over time. 2 

Unlike a limit on the exclusion of benefits, which would increase the taxable income of the 
employee, this tax is imposed on the coverage provider, often the health insurer. Eike the 
proposals to amend the employer health care exclusion that were discussed before the tax was 
adopted, however, the Cadillac tax is aimed not only at providing financial support for the costs 
of the ACA (such as premium subsidies to help lower-income individuals purchase health 
insurance) but also at reducing expenditures on health care. 

This report examines several issues. It evaluates the potential of the Cadillac tax to affect health 
insurance coverage and, therefore, the health market. It also examines the expected incidence 
(burden) of the tax — that is, which group will pay the price of the tax. In addition, the report 
discusses the efficiency of the tax in the context of administrative cost. 



1 U.S. Congress, Senate Committee on Finance, Description of Policy Options: Financing Comprehensive Health Care 
Reform: Proposed Health System Savings and Revenue Options , May 20, 2009, at http://www.finance.senate.gov/ 
newsroom/ranking/download/?id=8a3deecc-59d2-4530-ba0e-8862a05ed714. 

2 For an overview of the Cadillac tax see CRS Report R44147, Excise Tax on High-Cost Employer-Sponsored Health 
Coverage: In Brief, by Annie L. Mach. For a more detailed history and an analysis of the growth in coverage of the tax, 
see CRS Report R44160, The Excise Tax on High-Cost Employer-Sponsored Health Coverage: Background and 
Economic Analysis, by Sean Lowry. 
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Economic Efficiency and the Health Insurance and 
Health Care Market 

The health care sector contains many sources of market failure, which create economic 
inefficiencies. 3 The inefficiency that is most directly related to the Cadillac tax is the moral- 
hazard issue that results from having health insurance. In general, insured individuals spend more 
on medical care than they would without insurance. More demand for medical care raises the 
price of medical care, and it could reduce incentives for individuals to take responsibility for their 
health status (to the extent that they can). 4 Incentives that encourage insurance consumption, such 
as the unlimited ESI tax exclusion, can increase these inefficiencies in the market for medical 
care. The Cadillac tax is intended in part to reduce this source of inefficiency. Although some 
employers and employees may choose to retain high-cost plans, others may scale back to avoid 
the tax. For employees in the latter group, the cost of health care increases, for example, through 
higher co-payments and larger deductibles. 

A Graphical Depiction of the Health Care Market 

Figure 1 illustrates the effects of the Cadillac tax on the national market for medical care using a 
supply and demand framework. In this diagram, the effects of insurance and the Cadillac tax are 
depicted as the share of cost, s, paid by insurance. Therefore, the cost to the consumer is P( 1 -s), 
where P is the market price of the health care. 

Note also that the points on the graph do not reflect magnitudes but are illustrative, as the effect 
of the Cadillac tax is small relative to the effect of insurance. 5 

The points on the graph can be defined as follows: 

• P* and Q* are the price and quantity in a market without insurance, where 
consumers face the full costs of their medical care decisions. 

• Pi and Q; are the price and quantity in a market with insurance and subsidies (such 
as the ESI tax exclusion), where individual consumers pay a portion of their 
medical costs out of pocket at the price P;(l-S;). 

• P t and Q t are the price and quantity in a market with insurance and subsidies, 
where individual consumers face a higher price because insurance coverage has 
been reduced by the Cadillac tax, where individual consumers pay P t (l-s t ). 



3 Some of these inefficiencies are summarized in Joseph Stiglitz, Economics of the Public Sector, 3 rd ed. (New York: 
Norton), pp. 300-330; and Executive Office of the President, Council of Economic Advisers, The Economic Case for 
Health Care Reform, June 2009, pp. 9-17, at https://www.whitehouse.gov/assets/documents/ 
CEA_Health_Care_Report.pdf. 

4 Joseph Stiglitz, Economics of the Public Sector, 3 ld ed. (New York: Norton), p. 315. 

5 Supply and demand curves are depicted as straight lines in the graph for illustrative purposes, although in the 
estimates of quantitative effects, demand, and supply are treated as constant elastic functions. 
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Source: CRS analysis, informed by select, empirical findings of elasticities of supply and demand. 

Notes: The tax has effects on only part of the population, and this graph depicts an aggregated effect. 

P* and Q* are the price and quantity in a market without insurance, where consumers face the full costs of their 
medical decisions. 

Pi and Qi are the price and quantity in a market with insurance and subsidies (such as the employer-sponsored 
health insurance tax exclusion), where individual consumers pay a portion of their medical costs out of pocket at 
the price Pi(l-Si). 

Ptand Q t are the price and quantity in a market with insurance and subsidies, where individual consumers face a 
higher price because insurance coverage has been reduced by the Cadillac tax. 

The symbols Stand s, refer to the share paid by insurance with and without the Cadillac tax. 

The demand curve is steeply sloped downward, indicating the demand for medical care is 
relatively inelastic, or changes in quantity demanded are relatively insensitive to changes in 
price . 6 The supply curve is gradually upward sloping, indicating that the supply of medical care 



6 An elasticity of demand for insured health services of -0.2 is commonly referred to in the health economics literature. 
For example, see Su Liu and Deborah Chollet, Price and Income Elasticity of the Demand for Health Insurance and 
Health Care Services: A Critical Review of the Literature, Mathematica Policy Research, Inc., March 24, 2006, at 
http://www.mathematica-mpr.com/publications/pdfs/priceincome.pdf. Although some economists caution the use of a 
single elasticity to describe all medical spending, studies of different types of medical care often find demand to still be 
relatively inelastic (i.e., less than 1.0 in absolute-value terms). See Avira Aron-Dine, Liran Einav, and Amy Finkelstein, 
“The RAND Health Insurance Experiment, Three Decades Later,” Journal of Economic Perspectives, vol. 27, no. 1 
(Winter 2013), pp. 197-222, at http://economics.mit.edu/files/8400; and Sherman Folland, Allen C. Goodman, and 
Miron Stano, The Economics of Health and Health Care, 6 th ed. (Upper Saddle River, NJ: Prentice Hall, 2010), p. 179. 
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services is relatively elastic, or changes in the quantity supplied are relatively responsive to 
changes in price . 7 

In a world without insurance, consumers pay the full price of medical care (P*) and demand an 
amount of medical care (Q*) at the intersection of supply and demand. In a world where 
insurance is introduced, individual consumers pay a share of their full medical costs, P(l-Sj), in 
the form of a co-payment or other cost sharing and demand Q; amount of medical care. Prices (or 
cost per unit) in the medical care market increase from P* to P ; after the introduction of insurance 
as suppliers capture a portion of the subsidy. 

Equilibrium in the medical care market after introduction of insurance occurs with price Pi and 
quantity Q,. In other words, consumers tend to demand a greater quantity of medical care in a 
world with health insurance compared to a world without health insurance because insured 
individuals face a lower out-of-pocket cost, P;(l-S;) as compared to P*. The ESI tax exclusion 
intensifies the effects that insurance has on the quantity demanded and the prevailing price of 
medical care in the market because it further insulates consumers from the full price of their 
medical care decisions. 

The Cadillac tax effectively reduces (or offsets) federal subsidies for health insurance and reduces 
that insurance coverage. Thus, it increases consumers’ exposure to the full cost of their medical 
care beyond the Cadillac-tax threshold such that the total quantity of medical care demanded 
decreases from Q; to Q t and price decreases from Pi to P t . The equilibrium after imposition of the 
Cadillac tax is closer to the equilibrium in the market without the effects of health insurance. The 
decline in quantity from Q, to Q t largely represents sensitivity to higher out-of-pocket costs (in the 
form of higher co-payments, deductibles, or other features). 

Estimated Effects of the Tax on Health Care Prices and Quantities 

The Cadillac tax will affect the overall medical care market by effectively reducing government 
subsidies for health insurance and therefore reducing insurance coverage, which would likely lead 
to an increased cost of medical care for the consumer. As medical care becomes more costly, 
spending on medical care will decrease and spending on other commodities will increase. 



7 Various researchers have studied the price elasticity of supply, with regard to various categories of health care 
services, with the consensus being that the supply curve is positively sloped with an elasticity much greater than 1 .0. 
The supply curve in Figure 1 approximates an elasticity of 1.5 for physician services for Medicare Part B found in 
Jeffrey Clemens and Joshua D. Gottlieb, “Do Physician’s Financial Incentives Affect Medical Treatment and Patient 
Health?,” American Economic Review, vol. 104, no. 4 (April 2014), pp. 1320-1349. Previous studies of physician 
payments find similar results. For example, see Jack Hadley et al., “Medicare Fees and the Volume of Physicians’ 
Services,” Inquiry, vol. 46, no. 4 (Winter 2009), pp. 372-390. Other studies find that financial incentives strongly affect 
the development and production of pharmaceuticals, an input into health service provision. For example, see Daron 
Acemoglu and Joshua Linn, “Market Size in Innovation: Theory and Evidence from the Pharmaceutical Industry,” 
Quarterly Journal of Economics, vol. 1 19, no. 3 (2004), pp. 1040-1090; and Ali Yurukoglu, Medicare Reimbursements 
and Shortages of Sterile Injectable Pharmaceuticals, National Bureau of Economic Research (NBER), NBER Working 
Paper No. 17987, April 2012, at http://www.nber.org/papers/wl7987. This 1.5 elasticity represents only physician’s 
services including labor supply and investment in offices; there are many other inputs into health care that are likely to 
be supplied in increased amounts at the same price because they are goods made with constant returns to scale (e.g., 
hospital buildings, medical equipment and supplies in hospital and other health institution settings, drugs), producing 
an infinite supply elasticity. The response of other health professionals such as nurses, technicians, and nursing 
assistants may also be more elastic than that of physicians. Because the overall elasticity of health care is likely to be 
larger than 1.5, the calculations in this report present a range between two supply elasticity assumptions: 1.5 and 
infinity. 
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